PT^OCESS OF BEFTNING ASSET CLASSES 



FIG. 1 



CLASSIFY EACH ASSET 
DsTCUKRENT PORTFOLIO 
AS ONE OF PRE-DEFINED, 
STANDARD ASSET 
CLASSES 
1 




FOR REMAINING 
NON-CLASSrFIED ASSET(S), 
CREATE NON-STANDARD 
ASSET CLASS(ES) BY 
PROVIDING ASSET-CLASS 
SPECIFIC INFORMAnON 
INCLUDING: 
ASSET CLASS NAMES, 
EFFECTIVE TAX RATES, 
PRE-TAX RETURNS & 
STANDARD DEVLivTIONS, 
OTHER TAX-RELATED DATA 
AND PAIR-WISE ASSET CLASS 
CORRELATIONS 2A 



IF NECESSARY, MODIFY 
DEFAULT CHARACTERISTICS 
OF INCLUDED ASSET CLASSES 
TO INCORPORATE INVESTOR'S 
SPECIFIC NEEDS 



DETERMINE WHETHER ANY 
ASSET(S) CAN BE DESCRIBED BY A 
COMBINATION OF STANDARD 
ASSET CLASSES OR BY A 
BY-PRODUCT OF SINGLE 
STANDARD ASSET CLASS 2E 



CALCULATE PRE-TAX, TOTAL & 
INCOME RETURNS, STANDARD 
DEVIATIONS AND PAIR-WISE ASSET 
CLASS CORRELAHONS THROUGH 
BUILT-IN FORMULAS 
(REFER TO THE PAGE ENTTTLED 
"CALCULAHON OF ESTIMATES 
FOR A DERIVED ASSET CLASS ") i 




CREATE A DERIVED ASSET 
CLASS FOR EACH ASSET BY 
PROVIDING ASSET CLASS 
NAME, ASSET CLASS CODE 
FOR THE SINGLE 
REPRESENTING ASSET 
CLASS, RETURN & RISK 
ADJUSTMENT FACTORS 
(IF APPLICABLE) 4A 



CREATE A DERIVED ASSET CLASS FOR EACH 
ASSET BY PROVIDING ASSET CLASS NAME, 
ASSET CLASS CODES FOR UP TO THREE 
REPRESENTING ASSET CLASSES AND 
RESPECTIVE WHGHTS 4£ 



rAT.rTTLATTON OF AFTER-TAX. TOTAT. RETURN & STANDARD DEVTATTON 



FIG. 2 



FOR EACH 
ASSET CLASS, 
DEFINE INITIAL 
TAX BASIS 
1 



DETERMINE 
ASSET 

APPRECIATION 
RATE 2 



DETERMINE 

AFTER-TAX 

INVESTMENT 

INCOME 

1 



DETERMINE INITIAL 
ASSET VALUE, NET OF 
CONTINGENT TAX ON 
UNREAUZED CAPITAL 
GAIN 4 



CALCULATE VALUE OF TAX 
PAYMENT ON REALIZED 
CAPITAL GAIN AT YEAR 1 
OF TAX TIME HORIZON 1 



CALCULATE VALUE 
OF DISCOUNTED 
CASH FLOW AT 
YEAR! i 



ADJUST VALUE OF THE 
INITIAL TAX BASIS TO 
ACCOLINT FOR 
REALIZED GAIN 2 




(STARTING WITH YEAR 2) 
FORT = ANY YEAR >1, 
CALCULATE VALUE OF TAX 
PAYMENT ON REALIZED 
CAPITAL GAIN FROM 
APPRECIATED 

ASSET i 



CALCULATE VALUE OF 
DISCOUNTED CASH FLOW 
ATYEART 10 



UPDATE VALUE OF TAX 
BASIS ATYEART TO 
ACCOUNT FOR 
REALIZED GAIN ii 




YES 



CALCULATE 
DISCOUNTED FINAL 
ASSET VALUE 14 



SET INITIAL ASSET VALUE EQUAL 
TO SUM OF EACH YEAR'S 
DISCOUNTED CASH FLOW PLUS 
DISCOUNTED FINAL ASSET 
VALUE 11 



SOLVE FOR DISCOUNT RATE, 
WHICH IS THE EXPECTED, 
AFTER-TAX RATE OF TOTAL 
RETURN J£ 



DETERMINE EFFECTIVE TAX 
RATE USED TO ADJUST 
DOWN PR&TAX, STANDARD 
DEVIATION TO BRING ABOUT 
AFTER-TAX, STANDARD 
DEVIATION 12 



CALCULATE 
AFTER-TAX, 
STANDARD 
DEVIATION 
IS 



PROCESS OF DEVF.T.nPTNG AN OPTIMAL. AFTF,R-TAX AS SET ATJ.OCATTON STRATCGY FIG. 3 



GATHER RAW DATA 
ON INVESTOR'S 
CURRENT 
PORTFOUO 
1 



ENTER BASIC 
INFORMATION ABOUT 
INVESTOR; 
NAME 

FEDERAL & STATE 
M ARONAL TAX RATES 
FEDERAL CAPITAL 
GAINS TAX RATE 



DETERMINE APPROPRIATE 
EFFECTIVE ORDINARY 
INCOME & CAPITAL 
GAINS TAX RATES 
(REFER TO (1)& a) IN 
FORMULA SHEETS) 




DEFINE ASSET CLASSES 
(REFER TO A SEPARATE 
FLOW CHART) 4 






CREATE ACCOUNTS 
(REFER TO SECTION III 
IN FORMULA SHEETS) 1 







ENTER MARKET 
VALUES & TAX 
BASES(IF APPUCABUE) 
OF ASSET HOLDINGS 
BYACCOUNTAND 
ASSET CLASS 



SPECIFY INVESTMENT 
CONSTRAINTS ON 
ASSET CLASSES & 
ACCOUNTS I 



CALCULATE 
APTER-TAX, 
RETURNS & 
STANDARD 
DEVIATIONS 
(REFER TO (4F9 
&(5C)IN 
FORMULA 
SHEETS) 



CALCULATE 
AFTER-TAX, 
RETURNS & 
STANDARD 
DEV[AT10NS 
(REFER TO (4ig 
&(5QIN 
FORMULA 
SHEETS) 8B 



CALOjLATE AFTER-TAX, 
RETURNS & STANDARD 
DEVIATIONS (REFER TO (4J) 
& (5A) IN FORMULA SHEETS 
AND A SEPARATE FLOW 
CHART) 9 



ADJUST MARKET VALUES 
TO ACCOUNT FOR 
CONTINGENT TAXES 
(REFER TO SECTION VI& (7) 
IN FORMULA SHEETS) JO 



ADJUST VALUES OF 
CONSTRAINT UMTTS 
ON SIN(XE ASSET 
CLASSES 

(REFER TO SECTION 
ViniN FORMULA 
SHEETS) U 



CALCULATE CS.OSS-UP 
RATIO OF BEFORE-TAX 
TO AFTER-TAX 
MARKET VALUES 
(REFER TO (9) IN 
FORMULA SHEETS) U 



ADJUST VALL^ OF 
LINEAR CONSTRAINT 
SPECIFICATIONS AND 
r>jRESPBCTIVE UMTTS 
(REFERTO SECTION 
VIV IN FORMULA 
SHEETS) J2. 



CALCULATE A SET OF 
OPTIMAL AFTER-TAX 
PERCENTAGE 
ALLOCATIONS BY 
MINIMIZINGRISKS AT 
OVEN LEVELS OF 
RETURNS SUBJECT TO 
CONSTRAINTS 
THROUGH USE OF 
COMMERCL\L 
OPTIMIZATION 
SOFTWARE 
(e.g., MATLAB) M 



CX)NVERT PERCENTACE 
ALLOCATIONS OF 
OPTIMAL NET OF TAX 
PORTFOUOS TO 
BEFOR&T.AX, DOLLAR 
ALLOCATIONS 
FOR REVIEW 
(REFERTO (10) IN 
FORMLTA SHEETS) Ji. 



SELECT AN 
OPTIMAL 
PORTFOUO FOR 
IMPLEMENTATION 
Ml 



